Asset Location: The Free Lunch
By Daniel Weitz, CFP®, CFA

Studies have shown that asset allocation – choosing which asset classes to invest in and in what
proportion – is the largest driver of portfolio returns. In other words, selecting the appropriate
allocation among equities, fixed income, and alternatives drives performance to a much larger degree
than the underlying investments themselves. That being said, many investors fail to also consider the
importance of asset location – that is, choosing how their investments are allocated among various
types of accounts (IRA, joint, etc). There’s an old adage that says “There’s no such thing as a free lunch”
(ie. getting something for nothing) – however, making the right asset location decisions is an easy and
“free” way to increase investment returns on an after-tax basis.
Assume an investor has a taxable account worth $4,000,000 and an IRA worth $1,000,000 and wants to
invest 80% in stocks and 20% in bonds. The investor can either: 1) place the stocks in the taxable
account and bonds in the IRA; or 2) place the bonds in the taxable account and spread the stocks across
both accounts. Because IRAs generally have long time horizons, intuition tells us these accounts should
contain “growthy” assets and thus favor an allocation to stocks over bonds. However, keep in mind that
funds distributed from IRA accounts are taxed at ordinary income rates – often much higher than longterm capital gains rates. Assuming stocks compound at 8% and bonds at 4%, and tax rates for ordinary
income is 35% and capital gains is 20%, if one were to redeem both accounts after 20 years the after-tax
earnings would actually be $370,000 greater with Option 1!
Of course, this is a simplified illustration that ignores the effects of rebalancing, turnover, and dividends.
The takeaway here is that it’s not always appropriate to hold high growth assets (ie. stocks) in IRA
accounts due to the adverse tax consequences from ultimately being treated as ordinary income.
Additionally, equities held in IRA accounts lose the benefits of tax-loss harvesting and a step-up in basis
upon death, and potentially lead to higher taxable distributions (RMDs) during retirement which may
not be needed as well.
Being mindful of asset location goes far beyond how to allocate between stocks and bonds. In reality
investors are faced with a number of asset classes and vehicles to choose from such as hedge funds, real
estate, commodities, private equity, and more. Where possible, tax inefficient investments that
generate short-term capital gains or interest income should be placed in tax-advantaged accounts like
IRAs and 401(k)s, while tax efficient investments such as domestic stock ETFs or low turnover funds
should be placed in taxable accounts. Doing so can lead to significantly higher after-tax returns.
Lunch, anyone?
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Disclaimer:

Please remember that past performance may not be indicative of future results. Moreover, you should not assume that any discussion or
information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Massey Quick &
Co., LLC. To the extent that a reader has any questions regarding the applicability of any specific issue discussed above to their individual
situation, they are encouraged to consult with the professional advisor of their choosing. Massey Quick & Co., LLC is not a law firm and no
portion of the newsletter content should be construed as legal advice. If you are a Massey Quick & Co., LLC client, please remember to contact
Massey Quick & Co., LLC, in writing, if there are any changes in your financial situation or investment objectives for the purpose of us reviewing
and revising our previous recommendations or services. A copy of the Massey Quick & Co., LLC’s current written disclosure statement
discussing our advisory services and fees is available upon request.
Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance of any specific
investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by Massey,
Quick & Co., LLC), or any non-investment related content, made reference to directly or indirectly in this letter will be profitable, equal any
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to
various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or
positions.
The information should not be used in any actual transaction without the advice and guidance of a professional Tax Adviser who is familiar with
all the relevant facts. Although the information contained here is presented in good faith and believed to be correct, it is general in nature and
is not intended as tax advice.

